ABSTRACT
estimated. In most situations, this results in revenues being recognized during the period in which goods are delivered to the customer or services are performed for the customer. In a transaction such as a sale of merchandise on credit, the revenue recognition principle may result in revenue being reported in an accounting period prior to cash being collected from the customer. In transactions such as airline tickets and magazine subscriptions, wherein customers typically pay in advance of receiving goods or services, the revenue recognition principle may result in revenue being reported in an accounting period subsequent to cash being collected from the customer.
The matching principle states that expenses that are closely related to particular revenue transactions should be reported in the same accounting period when the revenue is recognized. For example, cost of goods sold and sales commissions should be recognized as expenses in the same accounting period in which the related sales revenue is reported. Expenses such as executive salaries and interest expense, which are not closely associated with identifiable revenues, should be recognized when incurred or in some systematic fashion. The matching principle requires some costs to be reported as expenses prior to cash being paid, as when a company consumes electricity during one accounting period but pays the utility bill during a subsequent period. Conversely, when an enterprise purchases inventory for cash in one accounting period and sells the goods in a subsequent accounting period, the expense will be reported in an accounting period after the cash was paid. (IASB 2012, para. 22) claims that accrual basis accounting is "most useful to users in making economic decisions."
There are several professed advantages of accrual accounting over cash basis accounting. First, by recognizing revenues when earned, accrual accounting provides a superior measure of the firm's accomplishments each period. Selling goods to a credit-worthy customer increases an entity's wealth; collecting the cash merely replaces one liquid asset with another. Second, by matching expenses with related revenues, accrual accounting provides a superior measure of the firm's profitability. A retailer may purchase inventory on credit in one period, pay the vendor in a second period, sell the goods on credit in a third period, and collect cash from the customer in a fourth period. Only by subtracting the cost of goods sold from the related sales revenue, within a single period, can an entity determine its profit on the sale. Finally, recognizing non-cash transactions in the financial statements provides useful information about future cash flows. Recognizing receivables for revenues earned, but not yet collected, provides information about future cash receipts. Recognizing liabilities for expenses incurred, but not yet paid, provides information about future cash payments.
TEACHING CASE: NORTH POLE CAR WASH
The following teaching case illustrates the superiority of accrual basis earnings over cash flows when financial statement users wish to evaluate past operating performance and/or predict future performance. SFAC No. 1 identifies evaluating operating performance and predicting future earnings as two of the most common uses of financial statements (FASB 2008a, para. 47) .
The case involves a fictional automated car wash that earns revenue by washing cars for customers who either purchase coupons in advance or pay cash at the time of service. The only expenses addressed in the case are supplies and water. Although an actual car wash would have additional expenses (e.g., depreciation and taxes), the two expenses addressed in the case are sufficient to illustrate differences in the timing of expense recognition between cash basis and accrual accounting while keeping the mathematical computations to a minimum. To further simplify the case, we assume the car wash is open only three months per year.
Facts:
North Pole Car Wash (NP), which is located in Fairbanks Alaska, is open only during June, July, and August each year -it is buried under snow and ice the other nine months. The following information is available for the most recent year.
a. NP sold 700 coupon books in June for $12 per book. Each book contains six coupons. Each coupon can be redeemed for one car wash. In June, 1,400 coupons were redeemed; in July 1,500 were redeemed, and in August 1,300 were redeemed. b. Customers who do not have coupons pay $3.00 cash for each car wash. During June, 1,600 customers paid cash; during July, 1,800 customers paid cash; and during August, 1,500 customers paid cash. c. NP purchased $3,000 of detergent and car wax on account in June. NP paid for the supplies in July. In June, $1,000 of supplies were used; in July, $1,100 of supplies were used; and in August, $900 of supplies were used. d. During the first week of each month, NP receives a bill for the water used in the previous month. NP paid water bills of $1,800 in July, $2,000 in August, and $1,600 in September.
Requirements:
1. Prepare a schedule showing NP's cash receipts, cash payments, revenues, and expenses for each month. 
RECOMMENDED SOLUTION
The first case requirement is to prepare a schedule showing the cash receipts, cash payments, revenues, and expenses for each month. Table 1 shows the completed schedule with explanations as to how various amounts were calculated. (1) 700 coupon books @ $12 = $8,400 collected in June.
(2) For customers who pay cash, revenue is recognized at the same time cash is received. June: 1,600 cars @ $3 = $4,800. July: 1,800 cars @ $3 = $5,400. August: 1,500 cars @ $3 = $4,500. (3) A coupon book sells for $12 and contains six coupons, resulting in a price of $2 per coupon. Under accrual accounting, NP recognizes revenue when the coupons are redeemed for car washes. June: 1,400 cars @ $2 = $2,800. July: 1,500 cars @ $2 = $3,000. August: 1,300 cars @ $2 = $2,600. (4) Under accrual accounting, the expense equals the cost of the detergent and wax used within the month. (5) Under accrual accounting, the expense equals the cost of the water used within the month.
After the company's cash flows, revenues, and expenses are presented side-by-side, the following discussion questions enable students to discover for themselves the relative advantages of accrual accounting over the cash basis of accounting.
a. Are the cash payments in a given month logically related to the month's cash receipts? Are the expenses in a given month logically related to the month's revenues?
Students should easily conclude after examining the cash flows on the left side of Exhibit 1 that the cash payments in a given month are unrelated to the month's cash receipts. During June, the car wash had cash receipts but no cash payments, while during September, the car wash paid $1,600 with no cash receipts. NP had both cash receipts and cash payments during the intervening two months, but it is difficult to find any causal or otherwise logical relationship between the amounts collected and the amounts paid within a given month. Net cash flow is a dubious measure of performance because it is merely the numerical difference between two unrelated numbers.
Conversely, students should determine, after reflection, that the expenses in each month are closely related to the month's revenues. During June, the car wash earned $7,600 of revenue by washing 3,000 cars. 1 The accrual basis expenses recognized during June (i.e., $1,000 for supplies and $1,800 for water), represent the costs incurred while washing those 3,000 cars. Similarly, the expenses recognized in July and August represent the costs incurred while servicing each of those month's customers. This illustrates the matching principle. The costs of the water and other supplies consumed while washing cars are recognized as expenses in the same accounting period with the revenues earned by washing the cars. Each month's net income, therefore, represents the excess of the revenues earned from washing cars over the costs of performing the work. This makes net income a meaningful measure of each month's operating success. FASB 2008b, ¶51) states that accounting information is relevant if it has "feedback value," that is, if it can be used to measure or evaluate past performance. External financial statement users, such as investment fund managers, frequently compare each quarter's numbers with those of the previous quarter to discern whether the company's performance is improving or deteriorating. Internal accounting
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The Clute Institute users, such as corporate executives, often review monthly financial reports to track the performance of the operations under their control.
Students quickly recognize that it is difficult to evaluate each month's operating performance using only the cash flows on the left side of Exhibit 1. June's large positive net cash flow did not occur because of any superior decisions or efforts made during the month; it is merely the result of selling coupons that will be redeemed in subsequent months. Reporting June's cash receipts alone, without revealing the costs incurred during the month or NP's obligation to provide future car washes, may lead a financial statement user to overestimate the entity's performance. September's negative net cash flow resulted from paying a residual water bill after operations had ceased for the year. Although the net cash flows of the two months differ dramatically, it makes little sense to say that the car wash performed better in June than in September.
Conversely, students should be confident concluding, based on the accrual accounting information on the right side of Exhibit 1, that the car wash performed better in July than in June, and better in June than in August. North Pole Car Wash must do two things to succeed: (1) wash cars, and (2) limit costs such that the revenues earned from washing cars exceed the costs of performing the work. Under accrual accounting, the revenues recognized each month provide a meaningful measure of the amounts earned by washing cars. Because of the application of the matching principle, the expenses recognized each month represent the costs associated with servicing each month's customers. Higher amounts of net income indicate that the enterprise serviced more customers and/or was more successful at controlling costs. FASB 2008b, para. 51) states that accounting information is relevant, not only if it has "feedback value," but also if it as "predictive value." SFAC No. 2 goes on to explain that information need not itself be a prediction in order to have predictive value (FASB 2008b, para. 53) . Financial statement readers often use information about an entity's past operations and current financial position to form expectations about future performance.
Students readily recognize that a financial statement user, given June's cash flow statement without knowledge of subsequent transactions, could not possibly forecast July through September's widely fluctuating cash flows. The coupon books sold during June provide an immediate cash inflow, but also obligate the car wash to spend cash washing cars in the future. Unfortunately, June's cash flow statement provides absolutely no information regarding how much the operating costs eventually will be.
June's accrual basis revenues and expenses, however, provide a clear indication that the car wash is likely to remain profitable and generate a positive long-term cash flow. We know from June's positive net income that NP is able to wash cars at a cost less than the price it charges customers. NP washed 3,000 cars in June, and revenues exceeded associated costs by $4,800. If NP can attract more than 3,000 customers in future months, its profits will likely increase (e.g., July). If NP services fewer customers, its profits can be expected to decrease, but are likely to remain positive (e.g., August). Using June's income statement and assuming no extraordinary changes in volume, a financial statement user could probably predict with reasonable confidence that, in each subsequent month, NP will neither earn tens of thousands of dollars of profit nor suffer a loss.
d. Which information, operating cash flows or accrual basis revenues and expenses, do you think is more useful to decision makers? Why?
